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NANCY B, DICKERSON, CLERK 
U.S. BRO. APE. PANEL 
OE SH2 iNTH GiRCUIT 


UNITED STATES BANKRUPTCY APPELLATE PANEL 


OF THE NINTH CIRCUIT 


In re BAP No. NC-91~-1268-PASR 
UNICOM COMPUTER CORPORATION, a 
California corporation, aka 
UNICOM COMMUNICATIONS 
CORPORATION, NCH CORP. and 
UNICOM CAPITAL CORPORATION, 


BK. No. 1-88-01593 


Adv. No. 1-90-0124 


Debtor. 





MITSUI MANUFACTURERS BANK, 
Appellant, 

Vv. MEMORANDUM 

UNICOM COMPUTER CORPORATION, 


Appellee. 


Argued and Submitted on 
September 19, 1991 at San Francisco, California 


Filed - JAN 8 1992 


Appeal from the United States Bankruptcy Court 
for the Northern District of California 


Honorable Alan Jaroslovsky, Bankruptcy Judge, Presiding 


Before: PERRIS, ASHLAND, and RUSSELL, Bankruptcy Judges. 
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Unicom Computer Corporation ("the debtor"), as debtor 
in possession, brought this adversary proceeding to recover a 
payment made to the appellant, Mitsui Manufacturers Bank 
("Mitsui"). Mitsui contended that the payment was not a 
preference because it involved the payment of funds that the 
debtor held in constructive trust for Mitsui rather than 
property of the debtor. Mitsui appeals from the bankruptcy 
court's judgment in favor of the debtor. We AFFIRM. 

FACTS 

In 1983, the debtor, an equipment lessor and broker, 
arranged a lease of certain computer equipment ("the equipment") 
between Mitsui, as lessor, and Pitney Bowes, Inc., as lessee. 
Under the transaction, Mitsui borrowed funds from Philadelphia 
Savings Fund Society ("PSFS") to purchase the equipment, which 
it then leased to Pitney Bowes. The lease obligated Pitney 
Bowes to make monthly rental payments of $44,197 from March 1, 
1983 until the expiration of the lease on February 29, 1988. 

Prior to the expiration of the lease, Pitney Bowes 
determined that it no longer needed the equipment. To reduce 
Pitney Bowes' liability under the lease, the debtor arranged a 
transaction, commencing on January 1, 1986, whereby Pitney Bowes 
subleased the equipment to the debtor for a monthly rent of 
$20,000 and the debtor subleased the equipment to Cincinnati 
Milacron, Inc., for a monthly rent of $22,000. Cincinnati 
Milacron remitted its $22,000 monthly rent payment to the 


debtor, which then remitted its $20,000 monthly rental 
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obligation to PSFS and retained the $2,000 differential. The 
debtor also issued monthly invoices directing Pitney Bowes to 
pay the remainder of the monthly obligation under the lease, 
$24,197, directly to PSFS. 

By January of 1988, the loan from PSFS had been repaid 
and all remaining obligations under the lease were owed to 
Mitsui. Apparently because of some error or confusion, however, 
the debtor did not issue invoices to Pitney Bowes for the 
January and February 1988 rent payments owed Mitsui at the time 
when such invoices would normally have been issued. When the 
debtor finally issued invoices to Pitney Bowes for the January 
and February rent payments, the invoices incorrectly directed 
Pitney Bowes to pay the debtor rather than Mitsui. Due to the 
debtor's error in preparing the invoice, Pitney Bowes sent 
debtor its rental payment of $64,197. After the debtor 
discovered its error, it issued a check, drawn on its general 
operating account, in the amount of $64,197 to Mitsui on August 
2, 1988. 

The debtor filed its Chapter 11 petition on September 
12, 1988. Thereafter, the debtor, as debtor in possession, 
filed an adversary proceeding seeking to recover the payment to 
Mitsui as a preferential transfer under 11 U.S.C. § 547.' Upon 
cross-motions for summary judgment, the bankruptcy court 


determined that the elements of a preference set forth in 


; All section references are to the Bankruptcy Code, 11 


U.S.C. §§ 101 et seq., unless otherwise indicated. 


3 


10 


11 


12 


13 


14 


15 


16 


17 


18 


19 


20 


21 


22 


23 


24 


25 


26 


sections 547(b)(1) through (5) are present but that trial was 
necessary to resolve whether the funds were traceable and 
whether a constructive trust should be applied under the 
circumstances. After trial, the bankruptcy court entered a 
judgment in favor of the debtor and Mitsui filed this timely 
appeal. 
DISCUSSION 

The ultimate issue in this appeal is whether the 
transfer of funds from the debtor to Mitsui involved an interest 
of the debtor in property that can be avoided under section 
547. Our determination of this issue involves a review of the 
bankruptcy court's decision not to impose a constructive trust. 
The equitable nature of the inquiry applied in In re North 
American Coin & Currency, Ltd., 767 F.2d 1573 (9th Cir. 1985}, 
and the fact that California courts apply an abuse of discretion 
standard to constructive trust determinations, see GHK 
Associates v. Mayer Group, Inc., 224 Cal. App. 3d 856, 877-78, 
274 Cal. Rptr. 168, 182 (1990), suggest that the bankruptcy 


court's determination in this regard is a discretionary one that 


é With one exception, the parties do not dispute that 


the debtor has established the remaining elements of an 
avoidable preference as set forth in sections 547(b)(1)-(5). 
That one exception concerns section 547(b)(5). Mitsui contends 
that the debtor has not established that the transfer enabled it 
to receive more than it would receive in a Chapter 7 bankruptcy 
case. In this regard, Mitsui contends that because the debtor 
held the funds as a constructive trustee for Mitsui's benefit, 
they would be entitled to turnover of the funds in a Chapter 7 
bankruptcy case. Because Mitsui's argument in this regard is 
premised upon the same trust that it asserts in support of its 
argument that the transfer did not involve the debtor's 
property, we need not separately address this contention. 
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we review for an abuse of discretion. 

Mitsui contends that the transfer did not involve 
property of the debtor -- rather, it involved property that the 
debtor held as a constructive trustee for Mitsui's benefit and 
the transfer of such trust property to the beneficiary of the 
trust may not be avoided under section 547. The bankruptcy 
court rejected this contention, determining that the debtor had 
an interest in the transferred funds for preference purposes 
because the funds were in a general operating account over which 
the debtor had complete control and that it would not be 
equitable to impose a constructive trust under the facts of this 
case. 

In order for a transfer to be avoidable under section 
547(b), the transfer must involve property of the debtor so that 
the transfer diminishes the fund from which bankruptcy creditors 


may be paid. E.g., In re California Trade Technical Schools 





Inc., 923 F.2d 641, 645 (9th Cir. 1991); In re Sierra Steel, 
Inc., 96 B.R. 271, 273 (9th Cir. BAP 1989). Property of the 
debtor for purposes of section 547(b) is defined by reference to 
whether the property would be property of the estate under 
section 541 had the transfer not been made. Begier v. Internal 


Revenue Service, U.S. , 110 S.Ct. 2258, 2263 (1990) .3 


3 The bankruptcy court suggested that this standard for 


determining the requisite property interest may be different 
after the 1984 amendments to section 547(b), which substituted 
"an interest of the debtor in property" for "property of the 
debtor." Begier indicated, however, that the test remains the 
same under the amendment. 101 S.Ct. at 2263, n. 3. 
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Property that the debtor holds in trust for another is not 
property of the estate under section 541, and consequently is 
not property of the debtor under section 547(b). E.g. Begier, 
110 S.Ct at 2263; Sierra Steel, 96 B.R. at 2735 

The pertinent authorities are unclear as to the 
application of this rule where it is alleged that the debtor 
held the property as a constructive trustee. The legislative 
history to section 541 indicates that property held by the 
debtor as a constructive trustee will not be considered property 
of the debtor: 


Situations occasionally arise where property 
ostensibly belonging to the debtor will actually 
not be property of the debtor, but will be held 
in trust for another. For example, if the debtor 
has incurred medical bills that were covered by 
insurance, and the insurance company has sent the 
payment of the bills to the debtor before the 
debtor had paid the bill for which the payment 
was reimbursement, the payment would actually be 
held in constructive trust for the person to whom 
the bill was paid. 


H.R. Rep. No 595, 95th Cong., 1st Sess. at 367-68 (1977); S. 
Rep. No. 989, 95th Cong., 2d Sess. at 82-83 (1978). In 
addition, the application of this rule to constructive trusts is 
supported by dicta in several Ninth Circuit and Panel decisions, 
see, e.g., In re Bullion Reserve of North America, 836 F.2d 
1214, 1217, n. 3 (9th Cir.), cert. denied, 486 U.S. 1056 (1988); 


Sierra Steel, 96 B.R. at 273. 


" Generally, the existence and nature of a debtor's 


interest in property, including the existence of a trust 
relationship, is determined under applicable non-bankruptcy law. 
E.g. Bullion Reserve, 836 F.2d at 1217; Sierra Steel, 96 B.R. at 
273. 
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at 1575-77, 


In re North American Coin & Currency, Ltd., 


767 F.2d 


limited the extent to which property held by the 


debtor as a constructive trustee under state law would not be 


considered property of the debtor. 


In North American Coin, 


pursuant to an emergency plan to keep the debtor afloat and to 


protect new customers if the company did not survive, principals 


of the debtor placed into a bank account labeled a "Special 
Trust Account" funds received from investors for commodity 


orders during a five day period just prior to bankruptcy. 


After 


the debtor filed bankruptcy, the investors brought an action to 


recover the funds contending that the debtor held the funds in 


constructive trust for their benefit. 


The Ninth Circuit 


affirmed a determination that the investors could not recover 


the funds, holding that, on equitable grounds, a constructive 


trust should not be imposed in the bankruptcy context under the 


facts of the case. 


pertinent 


In reaching this result, the court stated, 


part, as follows: 


While we agree that any constructive 


trust that is given effect must be a 


creature of [state] law, we cannot accept 
the proposition that the bankruptcy estate 
is automatically deprived of any funds that 


state law might find subject to a 


constructive trust. We refuted this 


proposition in In re Esgro, Inc., 


denied, 385 U.S. 829, 87 S.Ct. 67, 


L.Ed.2d 66 (1966), where we held that, 

because of countervailing policies behind 
the Bankruptcy Act, state law could not be 
permitted to impose a trust on commingled 


property of a bankrupt's estate. 


7 


645 F.2d 
794, 797 (9th Cir. 1981) and Elliott v. 
Bumb, 356 F.2d 749, 753 (9th Cir.), cert. 
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constructive trust is not the same kind cf 
interest in property as a joint tenancy or a 
remainder. It is a remedy, flexibly 
fashioned in equity to provide relief where 
a balancing of interests in the context of a 
particular case seems to call for it. 
Moreover, in the case presented here it is 
an inchoate remedy; we are not dealing with 
property that a state court decree has in 
the past placed under a constructive trust. 
We necessarily act very cautiously in 
exercising such a relatively undefined 
equitable power in favor of one group of 
potential creditors at the expense of other 
creditors, for ratable distribution among 
all creditors is one of the strongest 
policies behind the bankruptcy laws. 


767 F.2d at 1575 (citations omitted). The court then indicated 
that while state law is consistent with bankruptcy law in 
permitting the imposition of a constructive trust for actual 
fraud, the record disclosed insufficient evidence to establish 
fraud. 767 F.2d at 1576. The court further declined to impose 
a constructive trust on the state law grounds that the debtor 
obtained the funds by "means which render it unconscionable for 
the holder of legal title to retain and enjoy its beneficial 
interest," because the exercise of such a general equitable 
power would be inconsistent with federal bankruptcy policy. 767 
F.2d at 1577, quoting In re Estate of Rose, 108 Ariz. 101, 104, 
493 P.2d 112, 115 (1972). 


We believe that the language and reasoning of North 





American Coin suggests that courts consider the following 
factors in determining whether to impose a constructive trust in 
the bankruptcy context: (1) whether the imposition of a 


constructive trust is supported by state law; (2) whether the 
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trust proponent seeks tc impose a constructive trust on 
commingled funds that have not been traced; (3) whether the 
constructive trust is imposed on the basis of actual fraud or 
intentional misconduct or whether the trust arises from some 
lower level of misconduct which makes it inequitable for the 
holder of legal title to retain its beneficial interest (4) 
whether the constructive trust at issue is choate or merely an 
inchoate remedy that has yet to be imposed by a state court 
decree; and (5) whether the imposition of the constructive trust 
at issue would be an undue encroachment upon bankruptcy's 
underlying policy of ratable distribution among similarly 
situated creditors. The pertinent inquiry is whether, upon 
considering all of these factors, it is equitable to impose a 
constructive trust in the bankruptcy context. 

Turning to these factors, although the bankruptcy 
court did not specifically address this issue, we determine that 
without regard to whether the debtor acted as Mitsui's agent in 
invoicing and collecting from Pitney Bowes,’ the debtor held 
the funds collected from Pitney Bowes as a constructive trustee 


for the benefit of Mitsui under state law. The evidence 


? The parties' arguments make much of whether the debtor 


acted as Mitsui's agent in this regard, suggesting that the 
constructive trust determination turned upon the debtor's status 
as an agent or fiduciary of Mitsui. Although a constructive 
trust may arise, as Mitsui contends, when an agent or other 
fiduciary takes title to a principal's property in his or her 
own name, see 11 Witkin, Summary of California Law, Trusts §§ 
308 and 311 (1990), the existence or absence of such a 
confidential relationship is not controlling. See Martin v. 
Kehl, 145 Cal App. 3d 228, 237, 193 Cal Rptr. 312, 317 (1983). 
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reflects that the invoice prepared by the debtor mistakenly 
directed Pitney Bowes to pay the debtor, that the debtor had no 
right to the funds paid it from Pitney Bowes and that the funds 
should have been paid to Mitsui. Given that the debtor 
wrongfully and by virtue of its own mistake acquired and 
retained funds properly belonging to Mitsui, a constructive 
trust arises under California law. See Cal. Civ. Code §§ 2223- 
2224; In re Esgro, Inc., 645 F.2d 794, 797 (9th Cir. 1981); 
GHK Associates v. Mayer Group, Inc., 224 Cal App. 3d 856, 878, 
274 Cal Rptr. 168, 182 (1990); Calistoga Civic Club v. City of 
Calistoga, 143 Cal. App. 3d 111, 116, 191 Cal. Rptr. 571, 576 
(1983); 11 Witkin, Summary of California Law, Trusts § 305 
(1990) (hereafter "Witkin"); In re Longhorn Oil and Gas Co., 64 
B.R. 263, 264-65 (Bankr. S.D. Tex. 1986). 

As to the second factor, although the debtor placed 
the funds at issue in a commingled account and made the payment 
out of a commingled account, this will not prevent the 
imposition of a constructive trust if Mitsui satisfies its 
burden of tracing the payment at issue to the trust fund. E.q., 


Sierra Steel, 96 B.R. at 273-74; see Esgro, 646 F.2d at 797-98; 


Elliott v. Bumb, 356 F.2d at 754-55. Mitsui attempts to trace 


6 Section 2223 provides: "One who wrongfully detains a 
thing is an involuntary trustee thereof, for the benefit of the 
owner." Section 2224 provides: "One who gains a thing by fraud, 
accident, mistake, undue influence, the violation of a trust, or 
other wrongful act, is, unless he or she has some other and 
better right thereto, an involuntary trustee of the thing 
gained, for the benefit of the person who would otherwise have 
had it." 
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the payments it received to the trust fund through application 


of the "lowest intermediate balance" rule.’ 


Whether a party 
has traced trust funds through the application of the lowest 
intermediate balance rule is a question of fact. In re Seneca 
Oil Co, 906 F.2d 1445, 1451 (10th Cir. 1990); see In re R&T 
Roofing Structures & Commercial Framing, Inc., 887 F.2d 981, 988 
(9th Cir. 1989). In this case, the bankruptcy court made no 
factual finding as to whether the funds could be traced. If, 
upon consideration of all pertinent factors, Mitsui's ability to 
trace the payments to trust funds is determinative of whether a 
constructive trust should be imposed, we would be required to 
remand to the bankruptcy court for a factual finding. For 
present purposes, however, we will assume that Mitsui met its 
burden of tracing the payments to trust funds, thereby 
satisfying the requirement that a constructive trust not be 
imposed upon commingled funds. 

As to the third factor, there is no evidence that any 
constructive trust in this case arises out of fraudulent or 


intentional misconduct. Rather, any constructive trust will be 


: Under this rule, where a trustee has commingled 


trust funds with his own funds in a bank account, the trust 
beneficiary is entitled to the lowest intermediate balance 
between the date of the deposit of the trust funds and the date 
of payment. In re R & T Roofing Structures & Commercial 
Framing, Inc., 887 F.2d 981, 987 (9th Cir. 1989); Republic 
Supply Co. v. Richfield Oil Co., 79 F.2d 375, 378 (9th Cir. 
1935); In re Seneca Oil Co, 906 F.2d 1445, 1451 (10th Cir. 
1990). The lowest intermediate balance rule is an appropriate 
method of tracing trust finds in a commingled account under the 
present circumstances. See, e.g., In re R & T Roofing 
Structures, 887 F.2d at 987; 4 Collier on Bankruptcy, @ 541.13 
at 541-79 (15th Ed. 1991). 
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based upon the debtor's mistake in directing that the funds be 
paid to it and in retaining such funds. The reasoning of North 
American Coin suggests that constructive trusts, such as the one 
alleged in this case, which arise from an equitable desire to 
avoid unjust enrichment rather than from actual fraud, will not 
be applied in bankruptcy. Such a blanket rule, however, is 
contrary to the legislative history to section 541, discussed 
above, which recognizes in bankruptcy constructive trusts that 
arise from situations in which funds that are intended for the 
benefit of one party are paid, by mistake or otherwise, to 
another party. To reconcile these two apparently conflicting 
authorities, we determine that the nature of the underlying 
wrong is a factor, but not necessarily a controlling factor in 
our analysis. Thus, while the absence of any fraudulent 
misconduct, as the bankruptcy court determined, cautions against 
the recognition of a constructive trust in bankruptcy, it does 
not prevent the imposition of such a trust in bankruptcy. 

Mitsui's right to the imposition of a constructive 
trust is, at best, an inchoate remedy because no state court 
decree exists imposing a constructive trust upon the funds the 
debtor received from Pitney Bowes. See In re Lewis W. 
Shurtleff, Inc., 778 F.2d 1416, 1419 (9th Cir. 1985). Under 
North American Coin, this factor further cautions against the 
imposition of a constructive trust. 

As to whether the imposition of a constructive trust 


would be an undue encroachment on bankruptcy's policy of ratable 
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distribution, a beneficiary cof a constructive trust, even if the 
trust is inchoate, has a claim against the trust assets superior 
te all general unsecured creditors of the constructive trustee. 
See Richion v. Mahoney, 62 Cal. App. 3d 604, 609, 133 Cal. Rptr. 
262, 264-65 (1976) (property held by a debtor in constructive 
trust is not subject to attachment by the debtor's judgment 
creditors). Thus, whether the policy of ratable distribution is 
violated depends upon the existence of similarly situated 
creditors who also claim to be beneficial owners of property 
held in constructive trust by the debtor.® 

The record is silent as to the existence of such 
Similarly situated creditors. Although Mitsui argues that it 
occupies a singular position among the debtor's creditors 
because the debtor has not handled any other leveraged leases 
with excess rent payments, we do not believe that this fact 
makes Mitsui unique among creditors. Given the fact that the 
debtor provided invoicing services and acted as an agent for 
various parties, it is possible that other debts to other 
creditors may have arisen from the debtor receiving payment 
under erroneous invoices or a violation of the debtor's 


fiduciary duty. There is no evidence in the record, however, as 


g In North American Coin, the Ninth Circuit relied upon 


the effect of the imposition of a constructive trust on the 
rights of similar creditors in determining that the imposition 
of such a trust would not be equitable. The court noted that 
the imposition of a constructive trust would allow the trust 
proponents to be treated differently than other customers who 
placed their orders or sent in their funds shortly before the 
trust proponents. 
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to the nature of the debts of any other creditors. 

Upon a consideration of all of these factors, we 
conclude that the bankruptcy court did not abuse its discretion 
in determining that it would be inequitable to impose a 
constructive trust under the facts of this case. We recognize 
that there are factors weighing in favor of the imposition of a 
constructive trust, including the fact that a constructive trust 
would arise under state law by virtue of the debtor's mistake 
and Mitsui's apparent ability to trace the payments to trust 
funds under the lowest intermediate balance rule. While these 
factors may lead us to impose a constructive trust if we were 
deciding this matter at the trial court level, these factors do 
not compel the imposition of a trust. 

The bankruptcy court determined that the purported 
trust at issue was an inchoate one that arose from an honest 
mistake in a complicated business transaction rather than a 
fraudulent transaction. In drawing a distinction between an 
elderly widow whose life savings were stolen by a debtor con- 
artist and a commercial entity which lost money due to an honest 
mistake in complicated business dealings, the bankruptcy court 
did not, as Mitsui contends, unfairly discriminate. Rather, it 
recognized the concerns expressed in North American Coin 
regarding the imposition of a constructive trust in bankruptcy 
in the absence of intentional misconduct and properly applied 
equitable factors in determining that the constructive trust 


asserted by Mitsui would be inconsistent with federal bankruptcy 
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law. Given the discretion afforded to a trial court in making a 
constructive trust determination and the absence of evidence as 
to the presence or absence of similarly situated creditors,’ we 
do not believe that the bankruptcy court abused its discretion 
in this regard. 
CONCLUSION 

For the reasons set forth above, we AFFIRM the 
bankruptcy court's decision not to impose a constructive trust 
under the facts of this case and its judgment in favor of the 


debtor in this preference action. 


RUSSELL, Bankruptcy Judge, dissenting: 

I respectfully dissent. The majority correctly 
concludes that under applicable California law, the debtor held 
the funds as the constructive trustee of Mitsui. Nevertheless, 
the majority concludes that the trial court did not abuse its 
discretion in finding that it would be inequitable to impose a 
constructive trust under the facts of this case. 

It seems to me that once Mitsui has established the 
existence of the trust funds and traced them, the debtor has the 
burden to prove that bankruptcy policies would make it 
inequitable to impose a constructive trust. The only apparent 


basis for not imposing a constructive is the "possibility" that 


? The party alleging that property is held in trust 


bears the burden of establishing the trust relationship. See In 


re B.I. Financial Services Group, Inc., 854 F.2d 351, 354 (9th 
Cir. 1988). 
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there may be creditors similarly situated to Mitsui. Clearly 
the burden to establish this "possibility" is on the debtor. 

Assuming arguendo, that the trial court had the 
discretion not to impose the constructive trust, that discretion 
is not unfettered. It is inconceivable to me that under the 
facts of this case, given the clear language of § 541 plus its 
legislative history referred to by the majority, that Congress 
would intend that these funds were ever "property" of the 
debtor. 

Therefore I conclude that the payment to Mitsui was 


not property of the debtor and was not a preference under § 547. 
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